N. A. C. A. BULLETIN 


Vol. XXIV, No. 9 January 1, 1943 


IN THIS ISSUE 
Pension Plans, 
by Victor H. Stempf 
Changes in the Federal Laws Which 
Affect the Renegotiation of War 


| 
IN TWO SECTIONS | q 
| Section I | | 
q 
q 
N ORS | 
| | 
Ihe 
| | 
| 
| < | 
| 
| | 
| 
| 
| 521 | | 
‘ 
Contracts, | q 
by Carman G. Blough............ 532 | 4 
This Bulletin is published semi-monthly by the National ; 
Association of Cost Accountants, 385 Madison Avenue, q | 
New York. Subscription price, $10.00 per year. Entered j : 
at the Post Office, New York, N. Y., as second-class mat- a 
: ter August 28, 1925, under the Act of March 3, 1879. ; 


EDITORIAL DEPARTMENT NOTE 


Two provisions of the 1942 Revenue Act of special interest at this 
time are the provisions relating to pension fund contributions and the 
renegotiation of contract prices. Under wage and salary stabilization 
regulations, employer contributions to employee pension funds, if 
reasonable, are not to be considered as a part of the compensation 
subject to the regulations. Reasonable contributions are those which 
represent allowable deductions under the tax law. Thus a pension 
plan which meets the requirements of the tax law provides a means 
of holding employees which does not contribute to the inflationary 
trend because the additional compensation is deferred. 

The author of “Pension Plans” is Victor H. Stempf, who is so well 
known to accountants throughout the country as to need no introduc- 
tion. A Partner of Touche, Niven & Co. of New York, Mr. Stempf 
is a Past President of the New York Society of C.P.A., a Past 
National President of N. A. C. A., and at present a Vice President 
of the American Institute of Accountants. As author of numerous 
contributions to accounting literature and a frequent speaker before 
to N. A. C. A. members. 


There is no need to emphasize the interest which accountants have 
in the provisions of the new tax law relating to renegotiation. We 
are pleased to be able to present an analysis of these provisions by 
Carman G. Blough of New York, who has been Chief of the Con- 
tract Review Branch, War Production Board since last September. 
He also serves as WPB representative on the Price Adjustment 
Boards of the War and Navy Departments and the Maritime Com- 
mission. Mr. Blough has had experience as a public accountant, as a 
tax and budget ial of the State of Wisconsin, as the first Chief 
Accountant of the Securities and Exchange Commission, and as a 
teacher of accounting and economics. He was a Partner in the firm 
of Arthur Andersen & Co. prior to his resignation to take up his 
duties with the War Production Board. 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the view ex- 
pre but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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PENSION PLANS. 


By Victor H. Stempf, Partner 
Touche, Niven & Co., New York, N. Y. 


7 remarkable evolution in social consciousness during recent 

years has removed old age pensions from the category of 
charity, and has established them in commerce and industry as a 
generally accepted operating policy. While the Social Security 
Act of 1935 gave great stimulus to this evolutionary process, its 
limited applicability to salaries under $3,000 provided inadequate 
pensions even for salaries within that limit, and caused many cor- 
porations to re-examine their obligations for future pensions. As 
a result, many new pension plans were established. 

Despite the establishment of many new plans, a general belief 
persisted during the later thirties that the upward trend of cor- 
porate earnings could be relied upon to provide for actual pension 
payments as they accrue; and individuals in income brackets be- 
yond $3,000 also anticipated increased incomes from salaries and 
investments, as well as capital increment, out of which enough 
could be laid aside for their own retirement. 


The Trend Toward Adequate Funding 


Today the outlook for both the corporation and the individual 
is more clouded; the whole earnings picture is obscured; and 
with it come renewed queries as to the obligations of employers 
to employees for the payment of pensions. The trends of public 
opinion and actual corporate practice seem to be in the direction 
of recognizing an obligation on the part of employers to reward 
their employees for long and continuous service ; actual payments 
of pensions and the establishment of pension plans point that way. 
Where plans have not been established, and it has nevertheless 
been a long established practice to grant pensions, the results have 
in some cases caused financial embarrassment (when numbers of 
employees have reached retirement age under informal plans) 
where the corporations have failed to provide adequate reserves 
and related pension funds. 

Financing future pension payments and proper provision for 
present costs are related but separate questions. Where informal 
pension practices prevail, accountants should recommend careful 
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consideration of formal plans and adequate funding. There may 
be reasonable doubt concerning the shadow zone where voluntary 
payments, through long established practice, become a definite 
liability for accrued pensions ; and if that liability exists (whether 
adequately funded outside the Corporation’s treasury, or not) it 
should be clearly disclosed in the balance sheet, by footnote, if not 
otherwise. The Company’s practice in respect of pensions is a 
fitting subject for disclosure in any event. The character of the 
disclosure, or provision in the accounts, would depend upon 
whether the practice has been one of purely occasional payment 
by the employer, one of customary, although discretionary, prac- 
tice, or contractual agreement between employer and employee, 
including disclosure of the type of funding, if any, whether by 
means of insurance or self-administered plan. 


Pensions as Deferred Compensation 


The trend of minority decisions in the courts seems to define 
pensions as “deferred compensation” (McNevin vs. Solvay Proc-' 
ess Co., 32 App. Div. 610) and (McLemore vs. Western Union 
Telegraph Co., 88 Ore. 228). 

Actuaries customarily define that portion of the pension attrib- 
utable to the employers’ contributions not only as “deferred,” but 
generally as “deferred contingent compensation,” because such 
portion of the pension becomes payable only if the employee meets 
certain age or length of service qualifications. 

Significantly, Mr. Murray Latimer said in 1932, in his treatise 
on “Industrial Pension Systems in the U.S. A. and Canada”: 

“It frequently happens, as many commentators have pointed 
out, that minority opinions of the present become the law of 
the future.” 


Eminent counsel has expressed the view that the courts, partic- 
ularly in recent cases, have been regularly sustaining bona fide 
plans. In some states, by statute, pension plans must be approved 
by stockholders; and even where such approval is not expressly 
required by statute, the better, and recommended practice is for 
the stockholder to approve the plan; the S.E.C. has pretty well 
crystallized the information that should be given to the stock- 
holders when their consent is asked. 
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Arthur David Cloud in his treatise: “Pensions in Modern 
Industry—The Legal, Actuarial, and Economic Principles of the 
Problem of the Aged Employee,” in 1930, made an interesting 
distinction, both legal and accounting, between installment con- 
tracts and pension contracts. He said: 


“Payments under an installment contract continue until the 
aggregate amount is paid, regardless of the identity of the payee. 
But the payments under a pension contract continue only so 
long as the pensioner himself remains the payee. The fact of 
his continued identity as the payee controls the number of peri- 
odical payments. The ‘right’ to receive the periodical amount 
is personal to the pensioner. It exists while he exists—and 
within his remainder of life it continues to be his so long as he 
keeps it his. The peculiarities of the pension . . . keep the title 
to the next and succeeding payments in the employer, or in the 
fund, until actual delivery to the pensioner himself, of the 
amount of the payment. In a sense the right is separated from 
title. Until the employee has the payment in hand he does not 
own it... . There must be, in addition to the promise by the 
employer and the performance by the employee, some act of 
appropriation on the part of the employer depriving himself of 
control of the funds.” “ 


As far back as February, 1926, L. D. Wood, in the United 
States Review and Insurance W orld, said: 

“It is not possible to escape the conclusion that these out- 
standing pension contracts are a legal, existing, present liability 
which should be shown as such in the statements 6f the Com- © 
panies committed to the plans.” 


Federal Income Taxation 


The Revenue Act of 1942 will probably provide the second 
great stimulus to private pension plans. It may be said that the 
principal contribution of this legislation is to confirm the Govern- 
ment’s desire to foster the establishment of sound pension plans. 

The administration’s desire to foster sound pension plans may 
also be inferred from the fact that pension benefits are not covered 
by the Salary Regulations, if they are reasonable in amount. This 
means, in fact, that employers are not restricted from giving em- 
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ployees additional compensation in the form of reasonable pension 
benefits. The avowed purpose of Wage and Salary Stabilization 
is to check inflation, and as increased pay in the form of contribu- 
tions to a pension plan cannot be spent now, they are not infla- 
tionary in character. The conclusion, it seems, points to the fact 
that pension plans afford employers a measure whereby to attract, 
hold, and stimulate employees, in full accord with Wage and 
Salary Regulations. 

Two requisite characteristics exempting qualified trusts remain 
practically unchanged : 

“(1) If contributions are made to the trust by such employ- 
ers, or employees, or both, for the purpose of distributing to 
such employees, or their beneficiaries, the corpus and income of 
the fund accumulated by the trust in accordance with such plan; 

“(2) If under the trust instrument it is impossible at any 
time prior to the satisfaction of all liabilities with respect to 
employees and their beneficiaries under the trust, for any part 
of the corpus or income to be (within the taxable year or there- 
after) used for, or diverted to, purposes other than for the 
exclusive benefit of his employees or their beneficiaries.” 


The Revenue Act of 1942 provides that neither the contributions 
nor the benefits may discriminate in favor of employees who are 
officers, shareholders, supervisors, or other highly paid employees, 
and has added two other prerequisite conditions : 

“(a) 70 per centum or more of all employees, or 80 per 
centum or more of all employees eligible under the plan if 70 
per centum or more of all employees are eligible to benefit 
under the plan, excluding in each case employees who have been 
employed not more than a minimum period prescribed by the 
plan, not exceeding five years, employees whose customary em- 
ployment is for not more than twenty hours in any one week, 
and employees whose customary employment is for not more 
than five months in any calendar year, or 

“(b) such employees as qualify under a classification set up 
by the employer and found by the Commissioner not to be dis- 
criminatory in favor of employees who are officers, share- 
holders, persons whose principal duties consist in supervising 
the work of other employees, or highly compensated employees.” 
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In other words, the qualified trust must meet squarely the question 
of covering at least some definite, broad group of employees and 
not simply a small number of a highly paid executive group; and 
where these questions are met affirmatively there are many reasons 
to fund the plan through a pension trust by means of which the | 
employer may claim tax deductions for contributions to such trust. 

The net cost of such plan is usually less than most corporate 
executives anticipate, particularly when consideration is given to 
present high rates of taxation of corporate income. Obviously, 
however, any estimate of long range net costs should contem- 
plate “normal” tax rates. Under certain types of pension plans, 
the accumulation of increment during the operation of the fund 
(due to more favorable experience with respect to mortality, 
turnover, and earnings than were originally anticipated in drawing 
up a plan) may further reduce the cost ; and the increased efficiency 
accompanying improved morale, the retention of valued executives, 
and the elimination of the problem of superannuation are vital 
intangibles contributing further offsets to gross cost. 


Taxability of Beneficiary 

Distributions made available out of qualified trusts are taxable 
to any distributee in the year in which made available, as if they 
were an annuity, the consideration for which is the amount con- 
tributed by the employee; and if a lump sum payment is made in 
a single year (as in the case of severance) the amount exceeding 
the employee’s contribution is taxable as if it were a long-term 
capital gain, thereby avoiding the hardship of inordinate taxation 
where the distributions are not spread over several years. Em- 
ployer’s contributions to qualified trusts, at the time of the contri- 
bution, are not taxable to employees until distributed, with the 
possible exception of such contributions used to pay premiums on 
life insurance covering the employee. 


Deductibility of Employer's Contributions 
Under a qualified plan, employer’s contributions are deductible 
from his taxable income in the taxable year when paid: 


(a) Not exceeding five per centum of total compensation 
otherwise paid or accrued during the taxable year to all employ- 
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ees in the trust; this may be reduced in future years if the 
Commissioner determined that it exceeds the sum required to 
cover the cost of past and present service credits of all employees 
in the plan. 

(b) In addition to (a) actuarial amounts needed to cover all 
employees in the trust or the remaining unfunded cost of their 
service credits, past and current, if distributed as a level 
amount, or level percentage of compensation, over the remaining 
future service of each employee; but if more than 50 per 
eentum of their remaining unfunded cost relates to any three 
individuals, the part so attributable must be distributed over at 
least five years. 

(c) An employer may choose to buy an insurance contract 
during each year of an employee’s active service, the cost of the 
actual pension credit relating to such year’s employment; and 
in order to enable the adoption of such a plan, the Act permits 
the employer to deduct instead of (a) and (b) the normal cost 
(reasonable actuarial cost) as determined under regulations 
prescribed by the Commissioner. If, pursuant to the plan, 
amounts are added from time to time for past service credits, 
they are deductible in the year when made, not in excess of one- 
tenth of the cost required to completely fund or purchase the 
past service credits. 

If the employer contributed more in a given year than the maxi- 
mum deductible, the excess may be deducted in the next succeeding 
year, or years, in which he pays Jess than the allowable maximum. 


Inception of Provisions 

The new provisions of the Revenue Act of 1942, both as to 
employer and employee, apply to taxable years beginning after 
December 31, 1941. A plan effective on or before September 1, 
1942, is not subject to the new requirements of qualification until 
the beginning of the first taxable year starting after December 31, 
1942. It will satisfy new requirements for the taxable year 1943, 
if it satisfies them by December 31, 1943, and a plan which be 
comes effective after September 1, 1942 will satisfy the new Act for 
the period starting with the day it becomes effective and ending 
December 31, 1943, if it satisfied them by December 31, 1943. 
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Choice of Type of Pension Plan 

The extent to which the accumulation of increment through 
favorable experience in a pension plan may actually reduce the 
net cost depends to a large extent on the type of plan which is 
selected. There are three principal types of pension plans: (a) the 
individual (“deferred annuity”) insurance policy type, involving 
the purchase of separate policies for each participant, (b) the 
group annuity type, which provides benefits through overall group 
annuity contracts, and (c) the self-administered type, which pro- 
vides for pensions by contributions to a trust fund set up for this 
purpose. 

It is usually difficult to arrive at a basis of fair comparison; 
each type has its own features, and these appear to be so different 
as to discourage comparisons. For the purpose of assisting in 
such study, a few guide posts are suggested : 

(1) The.initial cost of a pension plan, or even the cost during 
the early years means relatively little; the real cost of the plan 
depends on a number of factors, the first of which is the cost 
of immediate funding of all pension liabilities for the entire 
group under consideration. For appropriate comparison, it is 
essential that benefits provided be identical in all plans con- 
sidered. This is important because some insurance companies 
have limits on the amount of an annuity they will grant for a 
single individual, and others eliminate risks over sixty years 
of age. 

(2) Where the individual insurance policy type of plan is 
being compared with the group annuity type, one should have in 
mind that the expense of the first will seem greater than that 
of the latter because this type of plan is calculated on a Jevel 
premium basis over the life of each individual contract, whereas 
the group annuity, if the same fixed benefits are to be provided, 
gives a cost which increases annually for each employee under 
the plan. In other words, under thie individual policy type, a 
policy is bought for each employee as if all would live until 
retirement age, and payments are made in the same manner as 
if one were buying a straight life insurance policy; whereas 
under the group annuity plan, a separate policy is bought for 
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each year and payments are made in the same manner as if one 
were buying a series of one-year term life insurance policies. 

Usually, also, large variances between individual policy plans 
and group annuity plans lie in death benefits, both prior to and 
after retirement. In other words, plans on an individual policy 
basis may provide a death benefit, prior to retirement, of the 
face amount of the policy, if insurance is involved, or the return 
of all premiums if the policy covers an annuity without insur- 
ance. On the individual policy plan, after retirement, the an- 
nuity is usually guaranteed for life with a minimum number 
of years as an additional guarantee; and, on the other hand, 
group annuity plans usually have no death benefits other than 
a return of the employee’s premiums only. Group plans can be 
set up to provide a death benefit prior to retirement equal to 
both the employee’s and emplcyer’s contributions, but in most 
cases the more limited benefit is applied because of lower cost. 

(3) Both insurance plans place the responsibility for the pay- 
ment of pensions on the insurance company, in so far as pre- 
miums shall have been paid. Where it is possible to fund imme- 
diately the past service liability, the responsibility is placed 
squarely on the insurance company. Few companies, however, 
are in a position to afford the cost of immediate funding, and 
generally the liability for both past and future service credits 
is spread either over the remaining working life of employees 
(which is one of the bases for the present tax credit) or over 
a somewhat longer or shorter period. This means that the pay- 
ment of the pensions under the plan is dependent upon the ability 
of the company to keep up the payment of premiums. 


Insurance Type Plans 

In the case of the individual policy type of plan, the contract 
usually guarantees the rate of interest and all other conditions 
of the policy for the life of the policy. In the case of the group 
annuity plan, however, neither the rates of interest nor, perhaps, 
the other terms of the contract are guaranteed for longer than a 
certain number of years—generally five. After that, the insurance 
company may, if it sees fit, change the rates and the other terms. 

It is believed that the group plan is more adaptable than the 
individual policy plan, particularly in the larger cases, with respect 
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to increased or decreased salaries. The group plan normally co- 
incides from year to year with increases or decreases in salary no 
matter how small, whereas on the individual policy plan additional 
benefits occasioned by increases in salaries will not be provided 
unless the additional benefit is at least $10 per month, as that is 
usually the smallest unit that companies sell on the individual 
policy plan. 3 
A company adopting the group annuity type of plan is to a 
greater extent its own insurer than it is under the individual con- 
tract type plan. The group annuity type of plan is in this sense 
closer to the self-administered type of plan, in which a fund ac- 
crued on an actuarial basis is made the medium through which 
liabilities are ultimately satisfied. The self-administered type of 
plan should be set up under professional actuarial advice ; and the 
actuary should revalue the fund and its liabilities once every two 
or three years (sometimes annually) in order that the fund may 
be kept in conformity with actual experience. 


Self-Administered Type of Plan 


The self-administered type of plan is generally less expensive 
than either of the insurance plans, even considering administrative 
expenses and trustee’s fees. This is due in part to the factor of 
“loading” which is always included in insurance premiums, but 
perhaps more importantly to the fact that this type of plan allows 
the fullest possible scope for the factors of mortality and turnover 
to operate favorably i in the pension trust fund. As already stated, 
these factors are, in the insurance type of plan, limited in varying 
degrees by the terms of the insurance contract. 

Self-administered plans, funded by purchase of securities, and 
supervised by actuarial counsel, are usually more applicable to 
large groups of individuals. It is fundamental that mortality and 
longevity can only be counted on to parallel expectancy if there 
be a reasonably large group involved. The smaller the number, 
the more vital may be the effect of even one person living longer 
or dying sooner than expected. It is noteworthy that there are 
many self-administered plans in operation with as few as one 
hundred participants, which is the usual minimum approved by 
actuarial counsel. 
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There is no doubt that in so far as past contributions are con- 
cerned (premiums already paid in the case of the insurance plans), 
corporate responsibility for a pension plan is somewhat greater 
in the self-administered type of plan than it is in an individual 
policy type of plan. This responsibility may be decreased by plac- 
ing the responsibility for the investments in the hands of a capable 
corporate trustee, and may be still further decreased by limiting 
the type of investments in which the trustee may invest. 

To the extent to which pension funds may be invested in United 
States Defense Bonds, Series F and G, which carry the agreement 
of the United States Government to redeem at stated values after 
six months (annual limit now $100,000), it may be said that the 
investment risk is practically nil. For any excess, it is usually 
possible to select longer-term United States Bonds having maturi- 
ties coinciding approximately with the pension liabilities, thus 
making it possible to disregard intermediate price fluctuations. 

In so far as the actual payment of pensions depends upon future 
contributions or future premium payments (as already said, this 
depends strictly on the ability of a corporation and its employees 
to continue making such payments), the choice seems to lie be- 
tween (1) the individual policy type of plan which guarantees in 
advance the rate and the other terms under which such payments 
will be made (in so far as present employees are concerned), and 
(2) the self-administered type of plan which frankly relies on 
contributions made under periodic guidance of an actuary, invested 
in such a way that pension liabilities receive the protection afforded 
by United States Government bonds, as mentioned above. The 
yield of investments, of course, affects the amount available for 
pensions, and a substantial difference in interest rates over an 
extended period might make an appreciable difference in the re- 
quired rates of contribution to provide given benefits. 

The large number of companies which have adopted the self- 
administered type of plan have undoubtedly done so not only 
because the cost is lower, but because of other special features 
peculiar to the self-administered type. Principal among these is 
its flexibility, i.e., it can be revised, adjusted, or changed in any 
way without the limitations imposed by any contract with third 
parties, and yet protect the employee as completely as under an 
insured plan. As an example, one may cite the facility with which 
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the interests of employees who resign may be cancelled, without 
financial loss to the fund. A “rainy day” clause is often included, 
enabling the company to cease payments altogether for a year or 
two, if necessary, without impairment to the fund. 

In the case of large groups of employees, a combination of an 
individual policy type of plan with the self-administered type of 
plan sometimes gives the desired results. The individual policy 
type may be used to cover a limited group of employees (offered 
those receiving over $3,000 salary, and up to sixty years of age, 
as financing retirement for those over that age is expensive). The 
self-determined plan may be written to cover the rest of the em- 
ployees, and also those over sixty years of age. As the self- 
administered type of plan is the least expensive of all types, this 
combination often gives a net cost which is most attractive. 


In Conclusion 


To summarize: One should (a) examine the question of cost, 
reducing all figures to cost of immediate funding in respect of 
prior ‘service ; it is possible to compute (on certain assumptions) 
the present value of future benefits to present employees, and this 
is usually done in self-administered plans, but seldom in connection 
with insured plans; (b) look at the cost picture over a long 
period, say thirty or forty years, visualizing the plan as it moves 
through time, rather than as a static picture today (this entails 
careful consideration of the factors of mortality and withdrawal, 
as well as the rates of interest, as they are likely to operate in the 
case of a particular corporation, in a given industry); (c) no 
decision should be made on the basis of immediate dollar cost 
alone, but rather in respect of how conditions may change in the 
future due to many factors which cannot be foreseen today, and 
with due regard to flexibility of the plan which will enable it to 
meet such possible changes; (d) the best guide is the history of 
existing plans. Many of these should be examined, to see what 
their actual experience has been over a period of years. J 

On the basis of an examination of all of these fatcors, that type 
of plan should be selected which seems best suited to the needs 
of the individual case ; and the plan selected should then be “tailor- 
made” to fit the immediate requirements. 
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CHANGES IN THE FEDERAL LAWS WHICH AFFECT 
THE RENEGOTIATION OF WAR CONTRACTS 


By Carman G. Blough 
Chief, Contract Review Branch, 
Procurement Policy Division, War Production Board, 
Washington, D. C. 


ioe REVENUE ACT of 1942 (Public Law 753—77th Con- 

gress), which became law on October 21, 1942, contains two 
sections of interest to manufacturers whose profits on war con- 
tracts are sufficient to receive the attention of one or another of 
the Price Adjustment Boards. The first of these, Section 508, 
is an amendment to the Internal Revenue Code—becoming Section 
3806 thereof—and relates to the effect of renegotiation of war 
contracts on Federal income and excess profits taxes assessed 
prior to the institution of renegotiation proceedings. The second 
is Section 801, which amends Section 403 of the Sixth Supple- 
mental National Defense Appropriation Act (Public Law 528— 
77th Congress, 2nd Session), commonly referred to as the Re- 
negotiation Act. Future renegotiations of war contracts will be 
conducted in accordance with the terms of Section 403 of the 
Sixth Supplemental National Defense Appropriation Act, as 
amended by the Revenue Act of 1942. 

Section 801 modifies the language of four subsections of Section 
403 of the Sixth Supplemental National Defense Appropriation 
Act and adds two new sections, both modifications and additions 
being retroactive to April 28, 1942, the effective date of the orig- 
inal act. Subsections (d), (e), (g), a typical “separability clause,” 
and (h) of Section 403 remain in force unchanged. 

What Is Subject to Renegotiation 

In its original form, the act provided for the renegotiation, in- 
cluding “the refixing by the Secretary of the Department of the 
contract price,” of contracts with the War Department, the Navy 
Department or the Maritime Commission, and related subcontracts. 
The Secretary of the Department in the case of the Maritime 
Commission is the chairman. As amended, the law also provides 
for a like treatment of contracts with the Treasury Department, 
thereby subjecting to renegotiation the majority of the Lend-Lease 
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contracts, in addition to those for products purchased directly by 
the War Department, the Navy Department and the Maritime 
Commission. 

Although designed to eliminate excessive profits from war pro- 
duction, the act failed to define the term, “excessive profits.” 

The term “subcontract” was also used freely, but without defi- 
nition, in the original act. In the amended act, it is defined as “any 
purchase order or agreement to perform all or any part of the 
work, or to make or furnish any article, required for the per- 
formance of another contract or subcontract. The term ‘article’ 
includes any material, part, assembly, machinery, equipment, or 
other personal property.” It is hoped that this definition will 
eliminate some of the ambiguity in the original law, which made 
it difficult to determine when a particular subcontract or purchase 
order was subject to renegotiation. It seems clear that the law 
intends to make subject to renegotiation any contract or trans- 
action, not of a type specifically exempt therefrom, which can be 
identified with war production. 


Exemptions Under the Act 
As amended, the renegotiation act exempts from its provisions 
the following types of contracts: 
1. Contracts subject to unqualified exemption : 
a. Contracts and subcontracts, final payment pursuant to 
which was made prior to April 28, 1942; 
b. Any contract by a Department with any other department, 
bureau, agency or governmental corporation of the United 
States, or with any territory, possession, or state, or any 
agency thereof, or with any foreign government or any 
agency thereof ; 

. Any contract or subcontract for the product of a mine, 
oil or gas well, or other mineral or natural deposit, or 
timber, which has not been processed, refined, or treated 
beyond the first form or state suitable for industry use ; 

. Contracts and subcontracts which contain a specific 
exemption provision ; 

When “the aggregate sales by the contractor or sub- 
contractor, and by all persons under the control of or 
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controlling or under common control with the contractor 
or subcontractor, under contracts with the Departments 
and subcontracts thereunder do not exceed, or in the 
opinion of the Secretary concerned, will not exceed 
$100,000 for the fiscal year of such contractor or sub- 
contractor.” 


2. Contracts granted exemption at the discretion of the Sec- 
retary of a Department: 

a. Any contract or subcontract to be performed outside of 
the territorial limits of the continental United States, or 
in Alaska ; 

. Any contracts or subcontracts under which the profit can 
be determined with reasonable certainty when the contract 
price is established ; 

c. A portion of any contract or subcontract or performance 
thereunder during a specified period or periods, if the 
provisions of the contract are otherwise adequate to 
prevent excessive profits. 


The Secretaries are authorized to issue joint regulations, which 
are now in the process of preparation, to define, interpret, and apply 
the exemption of contracts incident to the production of minerals 
and timber. 

Contracts or subcontracts under which the profits can be deter- 
mined with reasonable certainty when the price is established, and 
which may, therefore, be exempt from renegotiation, include agree- 
ments for personal services; agreements for the purchase of real 
estate, perishable goods and commodities, the minimum price for 
the sale of which has been fixed by a public regulatory body ; leases 
and license agreements; and agreements, the period for the per- 
formance of which will not be in excess of 30 days. 

Any contract or subcontract not in one of the foregoing cate- 
gories is subject to renegotiation, “whéther or not such contracts 
or subcontracts contain a renegotiation or recapture clause.” 


Provisions for Insertions in Contracts 


The changes in Subsections (b) and (c) give expression to pol- 
icies which the Price Adjustment Boards have found either neces- 
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sary or helpful in their renegotiation of contracts. Subsection (b) 
provides for the insertion in any contract for an amount in excess 
of $100,000 of : (1) a provision for renegotiation ; (2) a provision 
for the elimination of excessive profits found as a result of rene- 
gotiation ; and (3) a provision requiring contractors to insert rene- 
gotiation provisions in subcontracts. The amended law modifies 
or amplifies each of these contract provisions in some manner. That 
provision for the renegotiation of the contract price makes it pos- 
sible for the Secretary to fix the period or periods when, or within 
which, renegotiation shall be had ; to limit the application of rene- 
gotiation to a portion of a contract or subcontract or to its per- 
formance during a specified period or periods. The one for the 
retention by or repayment to the United States of excessive profits 
is broadened in its scope by the amendment. It is now permissible 
for the Government to retain “amounts otherwise due the con- 
tractor” or to receive from the contractor “any excessive profits 
not eliminated through reductions in the contract price, or other- 
wise, as the Secretary may direct.” The provisions to be inserted 
by contractors in subcontracts are similar to those to be inserted 
by the Government in prime contracts, but contain an additional one 
“for the retention by the contractor for the United States of the 
amount of any reduction in the contract price of any subcontract 
pursuant to its renegotiation hereunder.” Subsection (b) also 
authorized “any subcontractor to insert in any subcontract made 
by him under such subcontract, provisions corresponding to those” 
introduced into the contracts of prime contractors. 


Methods of Recovering Excessive Profits 

Subsection (c) authorizes and directs the Secretary of a De- 
partment to require a contractor or a subcontractor to renegotiate 
his contract prices, to withhold from him any amount of a contract 
price found, as a result of renegotiation, to represent excessive . 
profits, and to recover any excessive profits already paid to him. 
In the act as amended, these same provisions are stated somewhat 
more specifically. For example, the methods of eliminating exces- 
sive profits, suggested in Subsection (c) (2) of the amended act, 
include reductions in the contract price of the contract or subcon- 
tract, or other revisions in its terms; withholding from amounts 
otherwise due to the contractor or subcontractor any amount of 
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such excessive profits; directing a contractor to withhold for the 
account of the United States from the amounts due to the subcon- 
tractor any amount of excessive profits under the subcontracts ; or 
recovery from the contractor or subcontractor through repayment, 
credit or suit of any amount of such excessive profits actually paid 
to him; or by any combination of these methods. The amendnient 
further provides that the surety of a contract or subcontract shall 
not be liable for the repayment of any excessive profits thereon. 


Renegotiation on Overall Basis 


Paragraph 1 of subsection (c) as amended provides for the 
overall treatment of a company in its contractual relationships with 
the Government, a procedure which the Price Adjustment Boards 
have consistently followed in their renegotiation of contracts. In 
the language of the act, “when the contractor or subcontractor 
holds two or more contracts or subcontracts the Secretary in his 
discretion, may renegotiate to eliminate excessive profits on some 
or all of such contracts and subcontracts as a group without sep- 
arately renegotiating the contract price of each contract or sub- 
contract.” 


Relation to Internal Revenue Code 

Paragraph 3 of Subsection (c) of the amended Section, requires 
the Secretary to recognize the properly applicable exclusions and 
deductions of the character which the contractor or subcontractor 
is allowed under Chapters 1 and 2 of the Internal Revenue Code. 
This paragraph also requires the Secretary, in determining the 
amount of any excessive profits to be eliminated as a result of 
renegotiation, to allow the contractor or subcontractor credit for 
Federal income and excess profit taxes as provided in Section 3806 
of the Internal Revenue Code. 

The terms of this paragraph somewhat simplify the problems 
of the Price Adjustment Boards. In computing the amount of 
allowable costs upon which reasonable profits on government busi- 
ness could be based, T.D. 5000 has been used in some instances as 
a guide for disallowing expenditures normally included in oper- 
ating costs and expenses. Since T.D. 5000 was set up originally 
as an aid to contractors who had cost-plus-a-fixed-fee contracts 
governed by the terms of the Vinson-Tramn.el Act, now sus- 
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pended, its usefulness for all purposes in connection with govern- 
ment contracts seems to be limited. Since every contractor is fami- 
liar with the types of expense allowable for income tax purposes, 
they will be relieved to know that the same types of deductions will 
also be recognized by the Price Adjustment Boards. Individual 
items of expense, however, though fully allowable as tax deduc- 
tions may, in specific instances, be deemed excessive as costs of 
Government contracts. 

In this connection, it should be noted that subsection (d), which 
is still in force in its original form, provides that “the Secretaries 
of the respective Departments shall not make any allowance for 
any salaries, bonuses, or other compensation paid by a contractor 
to its officers or employees in excess of a reasonable amount, nor 
shall they make allowance for any excessive reserves set up by the 
contractor or for any costs incurred by the contractor which are 
excessive and unreasonable.” To make this provision effective, 
subsection (d) also authorizes each Secretary to make such audits 
and inspections, and to utilize the services of the Bureau of In- 
ternal Revenue, as may be required to ascertain the pertinent facts 
applicable to any contractor. 


Data from Contractors 


To provide the Secretaries with authoritative data from which 
to determine the facts applicable to any contractor, which will en- 
able them to renegotiate intelligently, Subsection (e), which re- 
mains unchanged, gives each Secretary the right to demand of any 
contractor who holds contracts, the total amount of which exceeds 
$100,000, “statements of actual costs of production, and such other 
financial statements, at such times and in such form and detail” 
as he may require. To avoid duplication of such demands upon a 
contractor who may have contracts with more than one Depart- 
ment, the “powers conferred by this subsection shall be exercised 
in the case of any contractor by the Secretary of the Department 
holding the largest amount of such contracts with such contractor, 
or by such Secretary as may be mutually agreed to by the Secre- 
taries concerned.” 

Severe penalties are prescribed for contractors who fail to ac- 
cede to such demands, or who, in apparent compliance, wilfully 
give false or misleading information. 
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Income Taxes Used as Partial Payment 

The provision which requires the Secretary to allow contractors 
credit for Federal income and excess profits taxes, “as provided 
in Section 3806 of the Internal Revenue Code,” is in accordance 
with the established practice of the Boards by agreement with the 
Treasury Department. Section 3806 of the Internal Revenue Code, 
which is an amendment in the form of an addition to Chapter 38 
of the Code, is Section 508 of the Revenue Act of 1942. Its title, 
“Mitigation of Effect of Renegotiation of War Contracts or Dis- 
allowance of Reimbursement,” suggests its purpose, which is to 
state a procedure whereby a contractor who, as the result of rene- 
gotiation proceedings, is found to have earned excessive profits on 
war contracts, can obtain appropriate credit for Federal income and 
excess profits taxes paid and based on such excessive profits. While 
the language of this new section is somewhat involved, it merely 
means that the refund or other application of a company’s exces- 
sive profits will be treated as a reduction of its gross income for 
the period when it was earned, and the tax recomputed on the basis 
of the reduced income. The difference between the taxes paid and 


the recomputed taxes will then be applied as part of the refunded 
excessive profits, leaving the balance to be repaid in cash, by appli- 
cation against sums due the contractor from the Government, or 
in whatever other way is agreed upon by the Board and the con- 
tractor. 


Finality of Agreements 


Paragraph 4 of Subsection (c) gives legal effect to a procedure 
which the Boards have followed, but as to the finality of which 
some contractors have been in doubt. This paragraph permits the 
Secretary to make such final or other agreements with a contractor 
or subcontractor for the elimination of excessive profits and for 
the discharge of any liability for excessive profits, as seem desif- 
able. The terms of such agreements are left to the judgment of the 
Secretary and appear to be unlimited by the law itself. It is im- 
portant to note that “any such agreement shall be final and conelu- 
sive according to its terms,” and that barring fraud, malfeasance 
or a wilful misrepresentation of a material fact, it is not subject 
to reconsideration with respect to the matters agreed upon, nor is 
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it subject to modification “by any officer, employee, or agent of the 
United States” ; nor may it be ‘“‘annulled, modified, set aside, or dis- 
regarded in any suit, action, or proceeding.” 

Limitation on Time to Renegotiate 

Subsection (h) of the renegotiation act which provides that the 
act “shall remain in force during the continuance of the present 
war and three years after the termination of the war,” still remains 
a part of the law. Paragraph 5 of Subsection (c), which is new 
to the law, offers an assurance of promptness in handling renego- 
tiation to any contractor or subcontractor who will file with the 
Secretaries of all Departments concerned, “statements of actual 
costs of production and such other financial statements for any 
prior fiscal year or years of such contractor or subcontractor, in 
such form and detail, as the Secretaries shall prescribe by joint 
regulation.” To contractors who file such statements the Secretary 
of a Department may within one year thereafter, or within such 
shorter period as the joint regulation may prescribe, notify the 
contractor that his profits appear to be excessive, and make ar- 
rangements for an initial conference with him to be held within 60 
days thereafter. The failure of a Secretary to give such notice and 
to commence renegotiation proceedings within the 60-day period 
relieves the contractor of any further renegotiation requirement 
with respect to that fiscal year. 

In paragraph (6) of the same subsection, a definite limitation 
applicable to the renegotiation of any contract is expressed: “No 
renegotiation of the contract price pursuant to any provision there- 
for, or otherwise, shall be commenced by the Secretary more than 
one year after the close of the fiscal year of the contractor or sub- 
contractor within which completion or termination of the contract 
or subcontract, as determined by the Secretary, occurs.” 


One Department May Act for All 
According to Subsection (f) of the act, as approved on April 28, 
1942, “the authority and discretion herein conferred upon the Sec- 
retary of each Department, in accordance with regulations pre- 
scribed by the President for the protection of the interests of the 
Government, may be delegated in whole or in part, by him to such 
individuals or agencies in such Department as he may designate, 
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and he may authorize such individuals or agencies to make further 
delegations of such authority and discretion.” As amended, this 
section extends the scope of a Secretary’s delegating authority be- 
yond the area of his own jurisdiction and permits him to delegate 
the authority and discretion conferred upon him by the act “to such 
individuals or agencies as he may designate in his Department, or 
in any other Department with the consent of the Secretary of that 
Department, and he may authorize such individuals or agencies to 
make further delegations of such authority and discretion.” 

These modifications of this Subsection give legal effect to the 
established procedure of the Departments in authorizing one Price 
Adjustment Board to act for all the Price Adjustment Boards in 
the conduct and conclusion of renegotiations and open the door 
for further cooperation and unity of effort among the Departments 
in their dealings with war contracts and contractors. 
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